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Snitch StetCH fflnurt of Appcalfi 

FOR THE SECOND CIRCUIT 


1050 Tenants Cobp., Herbert Saltzman and 
Joan Saltzman, 

Plaintiffs- Appellees, 

against 

Peter Jakobson, John R. Jakobson, Arthur D, Emil and 
Laavrenob a, Kobrin, 

Defendanis-Appellants. 


Appeal from the United States District Court for the 
Southern District of New York 


BRIEF FOR DEFENDANTS-APPELLANTS 


Issue Presented 

Whether the sale of 60 residential apartments in a luxui’y 
residential apartment building located at 1050 Park Avenue, 
New York, New York, converted to cooperative ownership 
under the provisions of New York State law relating to of- 
fering of interests in real estate, and in a manner designed 
to comply with Section 216 of the Internal Revenue Code, 
necessarily involves the sale of “securities” within the 
meaning of the federal securities laws (Securities Act of 
1933 and Securiti es Exchange Act of 1934). 
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Statement of the Case 

This is an appeal by the defendants from an order of 
the United States District Court for the Southern District 
of New York (Stewart, J.) filed on October 11, 1973, which 
denied defendants’ motion to dismiss plaintiffs’ complaint 
for lack of federal jurisdiction. On November 5, 1973, the 
District Judge added to the order the certifying language 
under 28 U.S.C. § 1292(b), pursuant to which defendants 
then petitioned this Court for leave to take an interlocu- 
tory appeal. That petition was granted on December 21, 
1973. 

Plaintiffs and defendants agreed below that there is 
subject matter jurisdiction in the United States District 
Court only if the transaction involved the sale of “securi- 
ties” as defined in the federal securities laws. Defend- 
ants contend that the sales made involved the purchase 
and sale of real estate, i.e. apartments in a cooperative 
apartment building, and were not sales covered by the 
federal securities laws. The resolution of this question 
will be completely dispositive of this appeal. 

Statement of Facts 

1050 Park Avenue is a hixury residential apartment 
building. It is located on Pai'k Avenue in Manhattan, at 
87th Street, in what is generally considered to be a fashion- 
able and desirable area of Manhattan. 

The building contains 60 residential apartments and four 
doctor’s offices (App. 40a).’ It was completed in 1923 
(-^PP- 67a) and was thereafter continuously occupied as 
a residential apartment building on a rental basis. 

’Citations to the appendix are referred to as “App." followed 
by the page number. 
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Appellants held fee title to the building and determined 
to sell the building. They undertook to do so by converting 
the building to cooi^erative ownership and selling the apart- 
ments in the building to individuals for residence purposes 
(App. 28a-29a). 

Under such ownership, each apartment owner would 
own his own apartment and all the owiiPi’s would share 
jointly in common building expenses and in building man- 
agement,“ There were four doctor’s offices not offered 


“ The cooperative ownership of residential apartments gained 
exceptional popularity in New York City during the years 
following World War II. The cessation of construction of housing 
units during the war created a housing shortage and considerable 
pressure for residential apartments particularly in more stable 
neighborhoods. The desire on the part of tenants to have longer 
term control over their living accommodations than could be 
afforded under rental arrangements in a “tight" rental market, 
combined with the impact of rent control statutes on the invest- 
ment return available from the ownership of multiple dwellihg 
residential building, both contributed to the great number of 
cooperative conversions. 

Such cooperative ownership arrangements were not previously 
unknown. In other countries, the condominium format served as 
the vehicle by which a group of tenants, whether of residential or 
office space, might jointly own a structure larger than any of them 
would individually require. (In fact, that form of ownership now 
appears to be gaining popularity in the United States and in New 
York City itself.) For a variety of historical reasons, however, 
in the United States, and particularly in New York City, the 
arrangements for the cooperative vehicle by which a larger group 
of tenants in a given building might join in such ownership was 
the cooperative apartment corporation. 

An important encouragement to this development was the en- 
actment in 1942 of Section 216 of the Internal Revenue Code, 
originally enacted ns Int. Rev. Code of 1939, § 23 (z) and included 
in subsequent reenactments of the Code. The Code provision was 
designed to give to owners of apartments in multiple dwellings 
the same tax treatment for federal income tax purposes as was 
afforded to owners of individual homes. Under that Section, an 
apartment owner in a qualified cooperative apartment venture was 
entitled to deduct his proportionate share of the mortgage interest 

(footnote continued on following page) 
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for sale, but tliere was no conimercial or rental space in 
the building (App. 40a). 

In order to effect the conversion to cooperative owner- 
ship, appellants followed the generally accepted” means 
for such apartmert buildings. 


The owners of the building prepared for filing with the 
Department of Law of the State of New York and su bse- 

( footnote continued from preceding page) 


and taxes paid for tlie bmlding of which his apartment was a 
items representing deductions to which owners of indi- 
vidual homes would normally be entitled. 

A variety of considerations made it convenient to use the corpo- 
^ well. The need for protection against possible 
liabilities and the necessity for some recognized format for central- 
ized management^ confirmed the use of the corporate form over 
alternative possibilities of unincorporated associations (such as a 
homeoiraer s association), partnerships, joint ventures, or the like. 
It has been suggested that the partnership form would not be an 
appropriate vehicle in New York and in most other states using 
the Uniform Partnership Act, in light of the requirement that a 
partnemliip be formed to carry on a business “for profit”. New 
Vork Partnership Law, Section 10(1). Regardless of the fom 
used, however, the essential aim was the ownership by the 
individual tenants of their own apartments and their joint owner- 
ship of those common elements in the building and structure which 
were not a part of any specific apartment. 


4 . cooperative oivnership of residential 

apartment buildup has been so wide-spread in Manhattan that in 
many areas along Park Avenue, Fifth Avenue or Central Park West 
there are few buildings not subject to such cooperative ownership! 
In tact, the building in the case at bar was one of the last in its imme- 
“co>?vefted.” The popularity of the device 
of cwperative conversion of residential apartment buildings 
which were subjec;'-, to rent control required in New York City 
the addition of a special provision of the Rent Regulations to regu- 
^te the manner of convereion. Section 55 of the Rent and Eviction 
^g^ations of the Division of Housing and Community Renewal 
(McIC Unconsol. Law Appendix § 55) is applicable generaUy in 
New York City, Section 55 of tlie New York 
TiS" f?,^^I^habnitation Regulations is appRcable. 

Mnf., Estate Industry Stabilization Association of 

New lork City Inc., Section 61, contains a similar provision, al- 
though It IS not relevant in the ease at bar. ’ 
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quent presentation to tlie tenants an offering plan, pre- 
pared in accordance with the applicable New York State 
Law, the so-called Real Estate Syndication Act (McK. 
Gen. Bus. Law §352 et seq.) (App. 33a et seq.). That of- 
ring plan set forth a descrii>tion of the mechanics for 
TOrship by the individuals of their residential apart- 

Under the Plan, individual tenant-ov/ners were to own 
eir apartments under proprietary leases^ with a cor- 
porate entity in which the tenant-ovmers were to hold 

wetw T apartments 

under ^ formed 

ndei the Plan (^pp. 63a-(J4a), and known by a name 

^awii from the building address, 1050 Tenants Corp. 

While formed under the New York Business Corporation 

Law, the corporation was a truncated and limited one Its 

bfs^ o7 a cooperative 

f At n 47a 31 f New York 

(App 47a, 31a). J he corporation could not conduct any 

naid’t^r''‘"t «*• other benefits could be 

wtima) shareholders of the corporation (App. 47a, 

13ic corporation by-laws reflected extensive restrictions 
on tile transferability of the shares. These were reflected 

(Ap^'lOsI) apartment owners 

narilf Ownership of the individual apartments bv 

S ^laseT'^ ^ proprietary leas; 

n^vL■ ^ Sf b A document was summarized in the 
eiing 1 Ia n (App. 48a-51a), and was executed by each of 

ja generally denominated a 


G 


j 

I 

the purchasers of apartments. A copy of the Lease is re- 
printed in full in Appendix, pp. 110a et seq. 

Tlie Lease was a real estate ownersliip document de- 
signed to cover multiple ownership within a single physi- 
cal structure of the various apartments. It fixed the 
aiiangement for contributions by individual apartment 
owners to the cash needs of the building for its common 
expenses, such as labor, fuel, taxes, mortgage carrying 
costs, decoration of common areas, and the like (App 
80a, 115a-116a). 

The Lease restricted the use of any space in the build- 
ing to use as a private dwelling (App. 121a-122a). It 
allocated responsibility between individual apartment 
owners and the common fund for repairs to plumbing, 
floors, electrical appliances and other components (App. i 

117a-118a, 120a, 124a-127a), and made provision which 
would prevent individual apartment o\vuers from imposing 
financial burdens, by liens or otherwise, on the building 
structure itself (App. I28a-130a), The Lease imposed re- 
strictions on subletting (App. 122a-123a). 

The Lease set forth a complex set of restrictions and 
requirements for such transfer of ownership rights to the 
apartments." Such transfer could only be made upon 


In pomt of fact, that requirement was frequently an in- 
ducement to the tenants to purchase their apartments as coopera- 
tive owners in order to exact some greater measure of control over 
their neighbors than could ever be possible in a normal rental cir- 
cumstance. The state courts have upheld the almost arbitrary 
right of tenant representatives to refuse consent (absent statutory 
discrimination wWeh is prohibited) to proposed transfers and new 

l“Y^k K (iS').''' 6 N.Y. 2d 426, 


The provision in the Lease imposing these requirements and re- 
strictions IS Paragraph 16, which reads as follows: 

“The Lessee shall not assign this lease or transfer the sliares 
appurtenant thereto or any interest therein, and no such as- 


( footnote continued on following page ) 
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execution of documents outlined in the Lease and after 
approval by eitlier the Board of Directors representing the 
o^ers or the owners themselves (Lease, Tf 16, App. 123a- 
1^4a). No purported assignment of the Lease or of occu- 
pancy rights for the apartments could be made without 
sunultaneous transfer of the “stoek>> (App. 123a); con- 


( footnote continued from preceding page ) 


take effect as against the Lessor 

for any purpose, until — 


An instriment of assignment executed and acknowl- 
edged by the assignor shall have been delivered to the Lessor; 

^reement by the assignee assuming and agreeing to 
perform and comply with all the covenants and conditions of 

and Sr or complied with by the Lessee on 

assignment shall have been 
executed and acknowledged by the assignee and delivered to 

assumption agreement shall be re- 
surrenders the assigned lease and enters 
Ster prwidedT' I’-mminder of the term, as herein- 

shares of the Lessor appurtenant to this lease shall 
stamps aLe'dr^^""'^ assignee, with proper transfer 

(d) All sums due from the Lessee shall have been paid to 

^ ^ Board of 

directors of the Leaser to cover reasonable legal and other 

traasfer^of shares*^”^ connection with such assignment and 

assignment, transfer or be- 
quest of the lease and appurtenant shares to the Lessee’s 
spouse, consent to such assignment shall have been duly au- 
thorized by resolution of the Board of Directors, or given in 
writing by a majority of the then authorized number of Di- 
rectore or, if the Directors shall have refused such consent, 
then by l^ees owning of record at least a majority of the 
shares of the Lessor then i&sued and outstanding. 

If the Lessee is the Sponsor named in the Plan of Coon- 
eratjve Organization or a nominee of the Sponsor or Assignee 

entitled to occupy any such apart- 
ment for his personal use does not do so), then consent to an 
^ignment or transfer of the lease and the .shares appurte- 
nant thereto will be required only from the then managing 


(footnote continued on following page ) 
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yersely, no sale or assignment of the “stock” could be 
made without the transfer of the Lease and the ownership 
of the apartment (Lease, ^ 40, App. 139a-140a). In fact, an 
attempt to divide the ownership of “stock” and Lease was 
an event of default under the Lease and could result in its 
termination (Lease ^[40, App. 139a; see also Lease 
Tf 34(a) and 1138, App. 136a). “ These restrictions were 
summarized in the Offering Plan itself (App. 49a-50a). 

(footnote continued from ’preceding page ) 

agrat of the Building, who shall consent to such assignment 
or transfer only when the assignee or transferee is a reputable 
person of good financial standing. 

Whenever the Lessee shall, under the provisions of this 
lease, be permitted to assign and shall so assign the same, and 
the assignee shall assume all of the unfulfiUed obligations of 
the assignor hereunder, either by an instrument in writing 
delivered to the Lessor or by surrendering the assigned lease 
and entering into a new lease for the remainder of the term, the 
assignor shall have no further liability on any of the cove- 
nants of this lease to be thereafter performed. At the option 
and election of the Lessor any assigned lease shall be can- 
called, and a new lease for the remainder of the term of this 
lease, in the same form, shall in such ease be entered into 
between the Lessor and the assignee. 

Eegardless of any prior consent theretofore given, neither 
the Lessee nor his executor, administrator or personal repre- 
sentative, nor any trustee or receiver of the property of the 
Lessee, nor anyone to whom the interest of the Lessee shall 
pass by law, shall be entitled to assign this lease, to sublet or 
to occupy the apartment, or any part thereof, except upon 
compliance with the requirements of this lease. The char- 
acter of and restriction on the occupancy of the apartment, 
and on subletting or assignment of this lease, as hereinbefore 
expressed, ^ restricted and limited, are an especial considera- 
tion and inducement for the granting of this lease W the 
Lessor to the Lessee.” (App. 123a-124a) 

“The Lease itself reflects the unique nature of the “stock” 
issu^ in connection with apartment ownership. Paragraph 40 of 
the Lease provides as follows: 

The shares of the Le.ssor held by the Lessee and appurte« 
nant to this lease have been acquired and are oivncd subject 
to the following conditions agreed upon with the Lessor and 

(footnote continued on following page) 
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The Lease provided for the possibility of the inability or 
lailure of individual owners to contribute their share of 
the conmion fund ex penses or of some other violation of 


(footnote continued from preceding page) 


benefi?”^' for their mutual 

aJf ^ represented by eaeh eertificate are transfer- 

able only as entirety and simultaneously with the transfer 
proprietary lease to which they are appurtenant; 

+1 ' Lessee nor the Lessee’s personal renresenta- 

tives shall sell or transfer said shares except to the Lessor or 
or an assignee of this lease after compliance with ah S the 

(c) The Lessor shall at all times have a first lien unon the 

indebtedness and obligations 
owing by such lessee to the Lessor arising under the nro 
visions of aiy proprietary lease issued by the Lessor and at 
a ly tune held by such lessee or otherwise arising The Lessor 

indebted to the Lessor unless and until such indebtedness is 

rnlln Lessor shall be entitled to treat the holder of 
TMord of any share or shares as the holder in fact thereof 

bound to recognize any enui’ 
table or other claim to or interest in such share or shLes on 
the part of any other person, other than executors or ad- 
ministrators of the Lessee, whether or not it shall have express 

lawforC Yo“^ proviSirbTS 

L”e anTsi“chtSrClVt 

least, to the proprietary lessee.” (App 139a) 

-vSeif4 


(footnote continued on following page) 
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theii’ responsittility as apartment owners and residents. 
In such events a termination of OAvnership I'ights was to be 
effected, This could take place in the event of an improper 
transfer of ^‘stock” (Lease, 34(a), App. 132a), bankruptcy 
of the owner (Lease, TT 34(b), App. 132a-133a), improper 
assignment or subletting not in compliance with the Lease 
(Lease, 34(c), App. 133a), a default in performance by 
an individual owner or his objectionable conduct (Lease, 
Tf 34(d) and (e), App. 133a-134a), or a determination to 
terminate all proprietary leases in the building (Lease, 
If 34(f), App. 134a). 

Appellants then arranged to obtain from a real estate 
management firm experienced in conversion of apartments 
to cooperative OAvnership (A])p, 64a), schedules of alloca- 
tion of “shares” to various apartments in the building 
(App. 75a-78a). These allocations A\mre, under the ap- 
plicable provisions of Section 216 of the Internal Revenue 
Code, based upon the relative “value” of the ax>artments 
to be sold, and included consideration of their size, floor 
location, number of rooms, and other amenities (App. 54a- 
55 a). 

Appellants also obtained an engineering description of 
the building structure from a consulting engineer (Plan, 

(footnote continued from preceding page) 

apartment in the premises knoAAm as 1050 Park Avenue, Ncav 
York City, N.Y., Avhich Lease limits and restricts the title and 
rights of any transferee hereof. The shares represented by 
this eertifieate are transferable only as an entirety and only 
to an approved assignee of such proprietary lease. Copies oi 
the proprietary lease and the by-laAvs are on file and available 
for inspection in the office of 1050 Tenants Corp., Ncav York 
City, N.Y. 

“The directors of this corimration may refuse to consent to 
the transfer of the shares represented by this certificate until 
any indebtedness of the shareholder to the corporation is 
paid. The corporation, by the terms of said by-laAvs and 
proprietary lease, has a first lien on the shares represented by 
this certificate for all sums due and to become due under said 
proprietary lease.” (App. 109a). 


i 
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Schediile A, App. 67a-71a)." As a result of negotiations 
with tenants,® an additional engineering report was ob- 
tained by the tenants and was included in the Plan under 
which the sales of apartments were consummated (App. 
72a-74a). 

After completion of the pre-filing and review procedures 
of the New York State Department of Law^,° the Plan was 
filed under the statute and distributed to the tenants. 

The form of Plan was devoted principally, and almost 
exclusively, to the real estate interests to be conveyed to 
apartment purchasers. A copy of the Plan in the form in 
which it w'as finally amended prior to closing of the real 
estate transactions appears in the Appendix beginning at 
33a. The Plan covered in detail a description of the 
physical surroundings and structural components (App. 


^ In an offering plan originally presented (see Plan, App. 
39a), only tliis report obtained by appellants was included. In 
response to that presentation, the tenants to whom the Plan was 
presented themselves organized a negotiating committee and ob- 
tained an additional report from another engineering firm, J. G. 
White Engineering Corporation (App. 40a). An extract from 
that report obtained by the tenants w-a-s included in the amended 
Plan under which the sale wa.s consummated (App. 72a-74a). 

® Such a development, while not reflected in the statutory mate- 
rial regarding cooperative “conversions," is a normal feature of such 
undertakings, particularly in a building similar to the case at bar, 
where a relatively small number of tenants in higher economic 
circumstances is able to organize for the purposes of negotia- 
tion witli representatives of the sponsor of the offering plan. 

“ As implemented at the time of the case at bar, and sub- 
sequently, that Act required that the New York State Depart- 
ment of Law review prior to its distribution to offerees, any offer- 
ing literature to be used in soliciting ijurchascs of apartments by 
tenants or others in connection with a “conversion” to coopera- 
tive ownership. Only after (1) that review, (2) changes in the 
offering material based upon the recommendation or suggestions 
of the Department of Law staff, and (3) compliance vuth ap- 
plicable regulations and practice, was tlie offering literature ac- 
cepted for “filing” and could then be distributed. 
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39a-44a, 67a-74a), the prices and summary description of 
the individual apartments offered for sale (App, 75a-79a), 
the rights of tenants under applicable local rent control 
statutes (App. 44a-46a, 83a-88a), the possibility of apart- 
ment price changes (App. 46a-47a), the form of Leases 
and ownership documents (App. 48a-51a), the mechanics 
for the purchase of apartments and for closing (App. 
ola-52a, 60a-63a, 89a-96a), the proposed operating budget 
and historical accounting information (App. 52a-54a, 80a- 
82a), income tax deductions under Section 216 (App. 54a- 
55a), the finances and mortgages on the building structure 
(55a-60a), and additional general information required by 
the New York statute (App. 62a-66a). 

In fact, in a 65-page printed document, only one page 
made reference to the corporate structure of the vehicle 
to 1)6 used for title holding purposes (App. 47a-48a) ; the 
bulk of the information furnished to tenants and prospec- 
tive purchasers related only to real estate— the building 
and the apartments (App. 30a-32a). 

Wliile the Plan anticipated the possibility that transfer 
of title to the building might take place before all the 
apartments were actually sold, and providing contingently 
for some measure of involvement by the sponsors in the 
management of the building in such event (App. 48a and 
60a), by the time that title was scheduled to be transferred, 
all of the apartments had been sold to tenants or to other 
purchasers, and on January 30, 1969 the transfer of title 
took place (App. 29a). On that date, appellant-sponsors, 
the then owners of the building, delivered a deed for the 
building to the new owning entity— 1050 Tenants Corp, 
(App. 30a). From that moment on the sponsors did not 
participate in any way in the management of the building. 
The individual purchasers paid their purchase prices for 
their apartments which were used primarily to pay the 
purchase price for the building to the ownei's and also to 
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furnish initial working capital and a resei*ve or repair fund 
for the building itself ( App. 55a-56a). The companion title 
documents— the proprietary lease and the certificates for 
shares’ were issued to the new tenant-owners. There- 
after, the tenant-owners met and elected their own repre- 
sentatives to constitute a board of directoni to manage the 
property under cooi>erative ownerslup (App. 30a). 


Long after the transfer of title (See Answer, !f25, 
App. 24a), certain of the tenant owners claimed that con- 
tents of the offering plan were erroneous. The claims re- 
lated to such matters as estimate of repair or operating 
costs, the state of mind of the building superintendent, and 
similar details (App. 12a-14a). 


commenced, purportedly as a class action 
on behalf of all present and former owners. Tn the action 
the :^aintiffs claimed that the offering to them constituted 
an offering of “securities” as defined in the federal securi- 
ties law and that there was accordingly proper iurisdic- 
U"’ted States District Court for the resolution 
ot this dispute, absent diversity or other grounds foi- such 
pirisdiction, Appellants-defendants moved to dismiss, the 

S°n S r 41 WfM ‘’’f its iknial iindsr 

U.S.C. 1292(b), and this appeal followed. 


Summary of Argument 

The sale of residential apartments itself does not in- 
wlve a sale of “securities” in any meaningful sense under 
the statutes or the cases which have applied the relevant 
statutory standards. Congress has itself rejected sugges- 
tions that real estate offerings and sales be made subject 
to securities” regulation. The Securities and Exchange 
Commission has followed a similarly consistent policy. 
Ihere can be an exception to the usual rule only when the 
transaction includes the presence of all of the elements 
ot an investment contract.” Such elements are not pres- 
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ent here.’” Accordingly, the facts at bar, the statute, Con- 
gressional intent and adnjinistrative policy all require 
reversal of the determination in the Court below. Sound 
judicial policy supports that view. 


POINT I 

The sale of real estate does not involve the sale of 
“securities.” 

Properly understood, the sale of the apartments in the 
case at bar was a sale of real estate. Sales of real estate 
as such do not logically or by statute constitute sales of 
“securities.” In fact, the leading United States Supreme 
Court cases which furnish the basis under which some 
sales of real estate have been deemed secui’ities affirm this 
simple proposition. 

Securities and Exchange Commission v. Howey Co., 328 
U.S. 293 (1946), involved the sale of small interests in 
citrus grove acreage, in parcels amounting only to frac- 
* tions of acres. Normally, there were simultaneously sold 
management arrangement contracts so that the purchasers, 
predominately nonresidents and persons with no Imowl- 
edge or experience in citrus grove operations, could ul- 
timately realize a return on the grove pi'oduction. The 
Court held that as “investment contracts,” these offerings 
inquired registration under the federal securities laws. 

Wliat is noteworthy here, however, is the assumption 
in the Court’s opinion that the simple sale of real property 
would in no way be defined as a “security” within the 
meaning of the securities laws. 


District Court Judge in the same District Court 
reached the conclusion which appefiants here urge. Forman v. 
Community Services, Inc., F. Supp, tSDNY 
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“The respondent companies are offering something 
more than fee simple interests in land, something 
different from a farm or orchard coupled with man- 
agement serv:ices. Thej’^ are offering [to] . , . per- 
sons [who] have no desire to occupy the land or to 
develop it themselves ; they are attracted solely by the 
prospects of a return on their investment.” 328 U.S. 
at 299-300 (emphasis supplied). 


Thus, under Howey, persons with a desire to occupy 
the real property or real estate interests which they ac- 
quire and to make use of it themselves are not the sub- 
jects of offerings or sales of “securities.” Botli Congress 
and the Securities and Exchange Commission have so un- 
derstood the leading case and policy involved. 


An earlier Supreme Court case which similarlj" found 
federal securities laws to be applicable to real estate inter- 
est offerings proceeded from the same assumptions. 8ecu- 
rtUes and Exchange Commission v. Joiner Corp., 320 U.S. 
3M (1943). In that ease, the failure to register an offering 
of assignments of oil leases, joined with a drilling venture 
program, was held to be within the federal securities law 
proscription. In its application of the statutory terms, the 
Court’s opinion clearly proceeds from the assumption that 
a real estate” transaction is a class not normally within 
the confines of “investment” subject to regulation as 
“securities.” 320 U.S. 344, 352 fn. 10. 


Following these assumptions as well. Congress has re- 
fused to enact legislation which would have treated mhs 
of real estate pnerally as sales of “securities.” A review 
of the legislative history of several Congressional enact- 
ments confirms this policy assumption. Quite the con- 
trary, it was not until Howey that the possible inclusion in 
the regulatory scheme of any land contracts was confirmed. 
The basically local and fixed nature of real estate and real 
estate interests was obviously a matter which Congress 
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deteriniiiecl should be left within the jurisdiction of stnte 
and local authorities. 

When Congress did come to regulate some aspect of 
real estate sales^ it did so in a manner which confirmed 
quite clearly the absence of its intent to consider such trans- 
actions as sales of “securities.” In 1966, Sen. Bill No. 2672, 
denominated the Interstate Land Sales Pull Disclosure 
Act, was proposed but enacted into law. That proposal 
would have given jurisdiction over certain land sales to the 
Securities and Exchange Commission. Commenting on the 
bill, the Commerce Department noted that it would add 
considerably to the costs of bomesites and would be a bur- 
den to the SEC.^’ The Justice Department’s comment was 
even more in point: 

“Real estate transactions traditionally have been regu- 
lated by the States in which the property is located. 
In our view, enactment of local legislation, utilizing 
existing state real estate commissions and incorporat- 
ing the full disclosure provisions outlined in the bill, 
is the appropriate remedy.” S. Rep. No. 1123, p. 198, 
90th Cong., 2d Sess. (1968). 

That recommended pattern, of course, is precisely the one 
in effect for the case at bar, where the offering was made 
only after compliance with the stringent filing and dis- 
closure provisions of the New York Real Estate Syndi- 
cation Act. 

A bill similar to the 1966 proposal, again involving ad- 
ministration by the Securities and Exchange Commission, 
was likewise defeated in 1967 when proposed as Senate 
Bill Not 275. It was only in 1968 when a basic change in 
the proposal’s administrative and logical focus was made 
that the Interstate Land Sales Full Disclosure Act, P.L. 
90-448, 82 Stat, 590 (15 IJ.S.C, § 1701 et seq,), was 


” S. Rep. No. 1123, at p. 198, 90th Cong., 2d Sess. (1968). 


passed and signed into law by the President. In the Act 
as passed, to the extent real estate tr{.nsactions were regu- 
ated at all, jurisdiction was vested in the Department of 
Housing ^d Urban Development. The sales were not 
deemed a security” to be regulated by the Securities and 
Exchange Commission. Congress thus considered and con- 
clusively rejected propo.sals to treat sales of real estate 
as securities to be regulated by the SEC. 

This change by Congress before passage of the law was 
no accident or inadvertence, for three Senators specifically 
criticized the proposed law for its placement of authority 
with the Housing Department and not the SEC. S Ren 
1123, p. 197 90th Cong., 2d Soss. (1965). Nevertheless; 
Congiess followed its consistent pattern in its treatment 
or real estate interests and rights.^“ 

The Securities and Exchange Commission, the adminis- 
trative body charged with implementation of the statu- 
ory regulatory scheme for “securities,” has been equally 
consistent in its approach to real estate to the “consumers” 
(so to speak) of such interests. It is, of course, well set- 
tled that the interpretation of a given regulatory scheme 
y the agency charged by statute with its implementation 

Sq TT 8kidn,.ore v. Stoift S Co., 

323 U.^ 134 (1944); ZeMer v. Bogine Electric Mamtfac- 
htnng Corp., 476 P. 2d 795 (2d Cir. 1973). 

A clear and relatively recent pronoucement on this sub- 
ject by the SEC was set forth in its Securities Act Re- 
lease No. 5347, issued January 4, 1973. In tliat release the 
Commission noted that while it spoke specifically in terms 
ot condominiums-one of the forms of ownership provid- 

cl^iona the general definitions of the securities laws^can be 

p.Xp. m'm ''' 


ing foi’ individual owners to participate in a larger struc- 
ture” — “it applied to offering of all types of units and real 
estate developments which have characteristics similar to 
those described herein.” 

“The offer of real estate as such, without any collateral 
arrangements with the seller or others, does not in- 
volve the offer of a security.” Eelease No. 33-5347^ 
CCH Fed. Sec. L. Eop. H 79,163. 

This policy announcement of the Commission gains even 
greater force when viewed against the background leading 
up to its promulgation. The Commission followed substan- 
tially the recommendation of its own Eeal Estate Advisory 
Committee. The Committee in a report issued late in 1972 
had specifically urged the articulated common treatment 
of condominiums and cooperative apartment corporations 
for the purposes of the federal securities laws : 

“Cooperative dwelling units should be treated in sub- 
stantially the same manner as condominium units in- 
asmuch as the form of ownership is primarily a matter 
of local law and preference and represents no substan- 
tial difference with relation to the securities laws. 
In each case, in substance, real property is being trans- 
ferred through a form of real property ownership 
which does not, of itself, create a security within the 
meaning of the 1933 Act. • * • The focus from the 
standpoint of the securities laws should be to separate 
housing opportunities properly subject to securities 
laws protection and not on forms of ownership.” Ee- 
port of the Eeal Estate Advisory Committee to the 

” Under condominium ownership, a filed declaration subdivides 
the fee ownership of the building structure so that each apartment 
owner actually holds fee title to his apartment. This form of 
ownerahip has been widely used in connection with resort area 
vacation homes but has now gained in popularity for more conven- 
tional residential structures. 
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Securities Exchange,^ Commission, October 12, 1972, 
at p. 89.“ ^ 

The Committee had urged the need foi’ greater clarifica- 
tion in light of the xmcertainty which resulted from the 
long-standing Kules promulgated earlier by the Commis- 
sion. Rule 235, first adopted in 1961,’° exempted from 
registration of any kind the sales of stock in cooperative 
housing corporations under certain nominal limiting con- 
ditions. The parallel Rule 15a-2, first adopted in 1947, 
exempted brokers who sold such stock from Commission 
registration procedures.’" Absent a specific statement, 
there might be room for implication (as the Court below 
apparently implied) that the exemptions were required 
to dispense with registration for offering.s otherwise sub- 
ject to the securities laws. But such an argument by re- 
verse implication would be clearly inconsistent with Com- 
mission policy over many years. The Commission has 
never made any announcement which would support such 
an argument or implication of sueli a detenuination. In 
fact, the Commmission has scarcely sought to enforce 
the stated limitations of either of the quoted rules and 
has simply not sought in any way to deal with apartment 
cooperatives. It is only where such cooperative owner- 


Any other view would, in the light of the clear SEC position 
with re.spect to condominiums, impo.se a measure of uncertainty and 
fortuitousness with respect to the application of the federal securi- 
ties laws, Thus, plaintiffs would presumably argue that the 15,000 
purchasers in Co-Op City {B'orman v. Community Services, Inc., 
supra), were entitled to protection under those statutes, but the 
equal number of offerees or purchasers in the Parkchester devel- 
opment, recently undergoing conversion to condominium ownership, 
require no such protection. The refusal of Congress to enact legis- 
lation placing real e.9tate sales within the general pattern of the 
securities laws (see pp. 15-17, supra), requires that argument to be 
rejected. 

’° Adopted in Release No. 33-4305, January 9, 1961, 25 P.R. . 
12912. 

Release No. 34-3963, June 10, 1947, 13 F.R. 8177. 




20 


ship ventures, primarily as condominiums, have involved 
additional investment motivations (such as the contracts 
involved in Howey) that the Commission has made use of 
its enforcement and re^ilatory machinery. Where private 
residences were the object, no such action was ever deemed 
appropriate by the Commission. See Surftides Con- 
dominiums, CCH Fed. Sec. L. Eep. If 78,685 (1972) ; Ed- 
ward S. Jaffry, Xbid. If 78,395 (1971) ; Clemson Properties, 
Inc., Ihid. If 78,387 (1971). 

In the face of this line of authority, the District Court 
erred in its conclusion that the SEC has not yet taken a 
“firm position” on the applicability of the securities laws 
to cooperative housing in the situations presented in the 
case at bar. In the opinion below, the District Court 
stated : 

“The position of the Securities and Exchange Com- 
mission, were it certain, would weigh on this Court’s 
judgment.” 365 F. Supp. at 1174. 

The District Court failed to perceive the unequivocal posi- 
tion of the SEC. Instead, if the Commission’s position 
is to be given its due weight, as the cases require and as 
the District Court apparently concedes, the preclusion of 
apartment cooperative interests for residence purposes 
should bqve been followed and federal jurisdiction not 
found to lie. 

Doth the texts and commentators, as well as state courts 
which have been called upon to make the classification of 
cooperative apartments under similar language of state 
security regulatorj’^ statutes, agree with tlie exclusion of 
such apartments constituting real estate from the concept 
of “securities.” See 1 Loss, Securities Regulation, 491-92 
(2d ed. 1961) Miller, Cooperative Apartments: Real 
Estate or Securities?, 45 Dost. U. L. Rev. 465 (1965), 


” See p. 27, infra, where a portion of Professor Loss’ opinion 
is set forth verbatim. 
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The state decisions have similarly treated a real estate 
sale transactions as mutually exclusive with a regulated 
security sale. Brothers v. MoMahon, 351 111. App. 321, 115 
N.E. 2d 116 (1953), rejected an effort to place cooperative 
apartment sales within the Illinois security regulation stat- 
ute. State V. Silberherg, 166 Ohio St. 101, 139 N.E. 2d 342 
(1956) made the same finding for Ohio, as did State v. 
Hirsch, 131 N.E. 2d 419 (Ohio Ct. App. 1956). Willmont 
V. Tellone, 137 So. 2d 610 (Fla. Dist. Ct. App. 1962) has 
reached the same re.sult for Florida. 

POINT II 

The sale of cooperative residential apartments is 
sale of real estate; apartments are not “securities” 
and not “investment contracts.” 

The purchasers of apartments in the building in the 
case at bar were interested in those apartments for dwell- 
ing purposes. The apartments represented to them a 
real estate acquisition in the same way that the purchaser 
of an individual home in a suburban or rural area seeks 
to purchase a liome. The purchasers sought the long- 
term stability of ownership as opposed to the uncertainty 
of tenancy under changing rent control statutes, the com- 
fort of apartment living with similarly minded tenant- 
owners, the incentive to make their own long-term im- 
provements and additions to the apartments, and the 
benefits alforded to home ownership under the Internal 
Eevenue Code. In no meaningful sense whatsover did 
they seek to purchase “securities” for investment, appre- 
ciation, or return. 

It was the proprietary lease which gave the individual 
apartment purchasers their rights. That document was 
and is clearly a real estate ownership document for per- 
sons who seek residence in their own apartments and have 
no concern, other than an incidental or passing one, in the 
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mechanics of its ownership,. Clearly, an investor in a se- 
curities transaction would scarcely contemplate the possi- 
bility that his investment might be terminated by permit- 
ting a visit from a person of “dissolute, loose or immoral 
character” (Lease, 34(e), App. 134a). This is the con- 
cern of a resident, not an investor. 

A. The Decisions Reject iihe Use of a “Mechanical” Test 

The eases which have applied the detailed listings of 
definition of “security” for the purposes of the Securities 
Act of 1933^** and the Securities Exchange Act of 1934” 
have always been chiar that mere “mechanical” application 
of the words of the statutory definition is inappropriate.®® 
The mere denomination or appellation of a given document 
as a “note” or as “stock” is inadequate. The intent and 
purpose of the document involved and the transaction in 
which it is delivered must be examined in order to deter- 
mine whether the transaction involves a “security” within 
the meaning of the federal securities law. 

In dealing with definition and scope problems of the 
federal securities law, the Supreme Court has consistently 
taken this approach. Thus, in Tcherepnin v. Knight, 389 
TJ.S. 332 (1967), the Court said: 

“Finally, we are reminded that, in searching for the 
meaning and scope of the word ‘security’ in the Act, 
form should be disregarded for substance and the 
emphasis should be on economic reality. S.E.C. v. 
W.J. Howey Co., 328 U.S. 293, 298 (1946).” 389 U.S. 
at 336. 


”15 U,S.C. §77b(l). 

” 15 U.S.O. §78c(a) (10). 

““The definition of the term “security” is virtually identical 
in the 1933 and 1934 Acts, and for the purposes of this litigation, 
the statutes are treated in pari materia. Tcherepnin v. Kniaht. 
389 U.S. 332,335-36 (1967). 
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decision, the Court had likewise 
reached the conclusion in its analysis of the tenn “in- 

emphasis be placed on “economic 

Even earlier, in Joiner Carp., the Court had noted that: 

‘The test rather is what character the instrument is 
by tbe terms of the offer, the plan 
o distribution, and the economic inducements held out 
° Prospect. Jn the enforcement of an act such 
as this It IS not inappropriate that promoters’ offer- 

Admittedly, in Tcherepnin, Ilowey and Joiner, the search 
for undei^png economic reality led the Court to irc^uSe 

miSt Tt h if definition a transaction which 

blush Th s ir "‘^"^^aically be included at first 

iriwes 'a''««tment contract in citrus 

fn7ll capital share certificates of a savings 

of m " "f Tcherepmn, and for assignments 

mineral leases in Joiner. The thrust of the recmired 
analysis IS to go beyond mere words, however. Whether 

SeTcases T ’aclusion as in the 

in n n f ’ •* economic analysis must be applied 

in srsirrs.™”"""' " - 

OUier decisions have similarly and consistently required 
mch analysis and application, looldng to tlie subslaL of 
he transaction and the relationship of the parties rathe, 

o.L.L. V. Universal Serv. Ass’n., 106 F 2d o^io i 7 iu rv 
1939) ^ Minoolla v. Artlmr-Bardgrove Go., CCH Fed Sec U 

293, ^8°il946h”^ Exchange Commission v. Howey Co., 328 U.S. 


/ 



i. 
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sonvUle, 409 F. 2cl 989 (5th Cir. 1969) ; City National Bank 
of Fort Smith, Arkansas v. Vanderboom, 422 P. 2d 221 (8th 
Cir. 1970) ; Clement A. Evans & Co. v. Me Alpine, 434 F, 2d 
100 (5th Cir. 1970) ; Joseph v. Norman’s Health Club, Inc., 
336 P. Supp. 307 (E.D. Mo. 1971) ; McClure v. First Na- 
tional Bank, supra. 

At no time do the cases suggest that a mere meclianical 
reading is mandated or adequate. In its affirmance in 
Movielab, Inc. v. Berkey Photo, Inc., 452 P. 2d 662 (2d 
Cir. 1971), this Court itself so held hy implication. In 
that case, the District Court in its opinion, 321 F. Supp. 
806 (S.D.N.Y. 1970, per Mansfield, D.J.), had concluded 
that it lacked discretion to preclude certain promissory 
notes from the statutory ambit since all notes were neces- 
sarily included in the statutory phase “any note.” This 
Court noted that the term “any note” “includes some notes 
at the very least.” 452 P. 2d at 663. This Court did not 
take the position that the mere use of the word “note” 
was enough to place it Avithin the statute. It pointed to 
a decision in another circuit which had held that “almost 
all notes are held to be securities.” Lehigh Valley Trust 
Co. V. Central Nat’l Bank, 409 P. 2d 989, 992 (5th Cir. 
1969); 452 P. 2d at 664 (emphasis added). 

Another ^Qistrict Court has summarized the approach re- 
flected in these cases in the following language: 

“Courts have not given this section an absolutely 
literal interpretation . . . and most federal courts 
. . . have construed the statute broadly enough so 
‘almost all notes are held to bo securities.’ Lehigh 
Valley Trust Co. v. Central National Bank of Jackson- 
ville, 409 P. 2d 989, 992 (5th Cir. 1969).” McClure v. 
First National Bank, 352 P. Supp. 454 (N.D. Tex. 
1973). 


In its Movielab decision, this Court’s analysis of the 
leading Supreme Court cases vnth respect to the word 
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note IS the same as is being urged by appellants herein, 
ihis Court should now easily reach the same result with 
respect to the word “stock” in the case at bar. 


The contrary suggestion in the opinion of the Court be- 
low would yield a rote reading of the statute. The mere title 
to a document as “stock,” regardless of its economic or rela- 
tionship import, would apparently satisfy the District 
Court s approach below. Such mechanical formalism has 
been rejected by the Supreme Court in all of its relevant 
opinions, and in later cases in the lower courts which have 
rollowed the Supreme Court’s guidelines. 


The Court below erred in failing to look beyond the, 
mere appellation of. the title instrument in the real estate 
transaction. For this reason, this Court should reverse 
e District Court’s holding that any instrument bearing 
the appellation “stock” is in each and every case a se- 
curity, regardless of tin* reality of the transaction. 


A careful reading of the Plan and Lease (see pp. 5-12, 
swpra), will demonstrate the economic realities involved 
here. It was the Lease, correctly termed a “proprietary 
lease, which governed the future conduct of the joint 
ovmership of the building structure in which the indi- 
vidual apartments were located. Thus, while the “stock” 
was_ nominally non-assessable under the terns of the 
Business Coi-poration Law (App. I09a), in reality, an- 
nual additional assessments for “maintenance” or “rent” 
were to |,e ,„a,u. „„<|er the “cnsli requirements” section 
of the Lease (App. J15a-116a). Clearly, such an arrange, 
ment ,s not cliaraoleristic of "stoolt” properly within the 
ambit of the federal securities laws. 


Other provisions of the dominant document, the Lease, 
are eriually inconsistent with the concept of “securities ” 
iNot only was transferability restricted, but there could he 
no possible parti cijiation or subdivi.sion in equity ownership 
( pp. 118a-119a). Again, the inconsistence of such 
economic reality with the concept of “stock” or “securities” 
IS apparent. 
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Instead, this Court should view the transaction in- 
volved in this case in light of the test for an investment 
contract, as promulgated in Hoivey and subsequent au- 
thority, to determine if a security is involved in the in- 
stant case. This is the manner in which the problem has 
been considered by tlie federal courts, the SEC, and serious 
writers on the subject. 

B. The Apartments Sold Were Not “Investment 
Contracts.” 

The inquiry into economic reality and substance thus 
mandated disposes as well of the set of tests established 
in Howey for the finding of an “investment contract,” 
The three-fold test first laid down in that decision requires 
that there be found a common enterprise, expectation of 
l^rofits and reliance upon the primary efforts of a third- 
party promoter.”*’ 

Wliether or not there exists a “common enterprise” of 
the kind envisaged in Hoivey, it is clear that the profit 
expectation test and that of the third-party efforts cannot 
be met in a cooperative residential apartment building. 

First, as to the “profit” requirement, one commentator 
has summarized a review of the cases on this point thusly: 

“In most apartment cooperatives there is no hope of 
profit. In the handful of rei^orted cases, the courts 
have said in effect that what is sold is actually real 
estate, that the corporation exists to make real estate 
ownership convenient and that the purpose of buying 
stock is not for profit but for home ownership.” 
Miller, supra, at 467-68. 

””“In other words, an investment contract for purposes of the 
Securities Act means a contract, transaction or scheme whereby 
a person invests his money in a common enterprise and is led to 
expect profits solely from the eiforts of a third party, it being im- 
material whether the shares in the enterprise are evidenced by 
formal certificates or by nominal interests in the physical assets 
employed in the enterprise. ’ ’ 328 U.S. 293, 298-99. 
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An investment for profit, in any purchase, must neces- 
sarily involve, in the Eowey sense, something beyond the 
mere general appreciation in value. Neither Congress nor 
the Court intended to incorporate the theories of Henry 
(xeorge into the federal securities laws and thus make any 
and all sales of real estate a “security” sale. A United 
States District Court in Contract Buyers League v. F d F 
imestment, 300 F. Supp. 210 (N.D. 111. 1969), specifically 
rejected such an argument. There, the Court was asked to 
classify contracts to purchase private residences as “se- 
curities.’' The District Court quoted Professor Loss to 
the effect that : 

‘'No ‘investment contract’ is involved when a person 
invests m real estate, with the hope perhaps of earning 
a piofit as the result of a general increase in values 
concurrent with the development of the neighborhood, 
a.s long as he does not do so as part of an enterprise 
whereby it is expressly or impliedly understood that 
the property will bo developed or operated by others. 

1 Loss, Securities Regulation 491-92 (2d ed. 1961) ” 
300 F. Supp. at 224. 


The Court then continued! 


[P]laintiffs, at the time of purchase, intended to 
acquire personal residences. To conclude that the 
natural desire of any purchaser that his purchase 
sJiould appreciate in value malces a ‘security’ of what 
has been purchased, is obviously to so muddle the 
term as to make it meaningless.” 300 F. Supp. at 224. 


Such purchases, if they involve “profit 

I t i.1 1 n ^ ^ 




~ £iL i? 11 r '*" 111 any sense, arfi 

the profits of the homeowner rather than of an investor 
in corporate activity.” Note, Cooperative Housing Cor- 
porations and the Federal Securities Laws, 71 Colum. L. 

States, 452 F. 2d 

1036 [Ct. of Claims] (1971) ; Forman v. Community Serv- 
ices, Inc., supra, p. 35, n. 35. 
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The District Court relied on two other elements in its j 

effort to force the case at bar into the Howey mold, and 
thus convert real estate sales into “securities” transac- 
tions.®’ First, it argued that the availability of tax benefits 
to owners of cooperative apartments represented a “profit” j 

expectation. Such an argument proves too much for it ! 

would make the purchase of any and every home or resi- j 

dence one involving a “security.” Congress, in enacting | 

§ 216 of the Internal Revenue Code relating to cooperative j 

housing, intended to equate the ownership of apartments 
for tax purposes to the ownership of homes. Congress did 
not intend to force such apartment sales into the statutory 
framework of securities regulation. See Contract Buyers 
League v. F S F Investment, supra. As noted earlier. 

Congress has specifically con.sidered and rejected treating 
real estate sales as securities. See pp. 15-17, supra. The 
appellation of the term “profit” to anticipated tax benefits 
strains and distorts the common sense usage of the term 
and takes it far beyond anything envisaged by Howey and 
its progeny. 

Similarly strained is the reliance for the “profit” element 
of Howey by the Court below on the possible income from 
nonresidential space, used to offset maintenance costs 
otherwise collectible from tenant-owners. Such anticipa- 
tion was necessarily a limited one since the relevant pro- 
visions of the Internal Revenue Code restrict amounts 
which may be received by a qualified cooperative housing 
corporation from sources other than proprietary rents, 
i.e., the contributions of the tenant-owners to the common 


The assertion made by plaintiff below and adopted by the Dis- 
trict Court that any economic benefit constitutes a “profit” is 
hardly a new or novel idea. The state courts in California, in 
Silver Hills Country Cluh v. SobiesM, 55 Cal. 2d 811, 361 P. 2d 906 
(1961) have adopted this view. Although upon numerous occa- 
sions federal courts have been urged to adopt the reasoning of 
Silver Hills, they have uniformly refused to do so. See Forman r. 
Community Services Inc., supra at p. 23. 
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expenses. The facts themselves, as reflected in the offer- 
ing plan, support the conclusion that this could hardly have 
been thought as a “profit” motive in the normal sense, 
where it was anticipated that from an annual maintenance 
budget of $372,180, only $24,500 or six (6) per cent, could 
be collected from persons other than tenant-owners (App. 
80a). To consider such matters as profit for the Howey test 
would convert into “securities” any home purchase in a 
homeowner association or condominium where the income 
from a cigarette vending machine or jukebox was to be used 
to offset groui) exijenses. I’o adopt the aijproach suggested 
by the District Court, would make the applicability of the 
securities laws to residential cooperative apartments al- 
most accidental or fortuitous. Many residential apartment 
buildings have virtually no non-residential space; others 
may have substantial commercial space, such as doctors’ 
offices, restaurant locations, or stores. Some buildings 
might have laundry machine facilities which yield a 
“profit”; other buildings would operate such facilities 
on service basis. Clearly, the determination of the appro- 
priate forum and statutory standard should not be the re- 
sult of such accidental factors. Such a result is obviously 
neither required not logical under the statutes. 

The language and context of Hotvey make it clear that 
the reliance on others which is required is to be found in 
the context of the common enterprise and expected profit- 
maldng of the venture. In other words, those on whom 
reliance is to be placed must be somehow related to, or 
involved in, the creation of the profits which the investors 
who purchase “securities” anticipate. The existence of 
“reliance” without the anticipation of “profits” is mean- 
ingless, Similarly, “reliance” on those unrelated to profit- 
making efforts is inconclusive under the Howey tests. It 
is no more than the reliance by an investor on his attorney 
or accountant in connection with an investment. 

The District Court purported to find the required reli- 
ance under the “conversion” to cooperative real estate 
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ownership in three ways. The Offering Plan sponsors 
established “financial arrangements and general guide- 
lines,” said the opinion below. In doing so, they did noth- 
ing more or less than any builder or real estate subdivider 
would be required to do to effect sales of residential \inits. 
Again, such an analysis so extends the concept of “reli- 
ance” as to make it meaningless. Obviously, owners of 
real estate seeking to sell it will have been involved with 
its management and control prior to the effective date of 
the sale. If prior management alone satisfies the “reli- 
ance” test, then any object owned and then sold will be 
deemed to be a “security.” The reasoning expressed in 
Howey and the later cases, which is the basis for and as 
summarized in the Securities Act Belease of January 4, 
1973, requires that there be “reliance” after the transfer 
or purchase.^' The Court in Hoivey looked to the citrus 
management after the sales, not to any prior cultivation 
or subdivision efforts. The Court in Joiner focused on the 
drilling program after the lease assignments, not to any 
activity in the creation of the assignable lease interests. 

The right given to the sponsors to step into the shoes of 
purchaser, absent outside purchasers of specific apart- 
ments, hardly involves “reliance” for the purpose of creat- 
ing profits to investors. The contingent rights were to pro- 
vide access to information and prevent financial changes 
in the operation of the building until all the apartments 
were sold by those to whom control of the venture was to 
be given — the representatives of the tenant-o^vne^s them- 
selves — that this provision, which was never implemented 
in any event, was designed. This seems to be the reverse 
of “reliance” for “profit” required under Howey. 


** Thus, the Release deals with pooling arrangements for seasonal 
rent of apartments, exclusive rental service agreements, or similar 
aiTangements for continued managerial control after the nominal 
transfer of title. 
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Finally the advance arrangements, relating to the for- 
r. Vn sale of the apartments, which 

tn at pp. 5-12, are equally unrelated 

0 any profit anticipation by purchasers or investors and 
do not constitute any form of “reliance.” To hold other 
wise would require that the builder and his subcontractors 
m any multi-unit housing development had by their pre- 
parahon of structures, mortgages, deeds, and the like, 
created securities” by their efforts. Such result is as 
unrequired as it is illogical. 


wr contracts 

which the District Oourt implied had so tainted the con- 
veyance as to meet the necessary Howei/ test. The opin- 
ion below itself mentions the management contract with a 

"if'rrr management as agent 

on behalf of the tenant-owners and excluding the former 

owner-sponsors at the time of the closing. Was the “reli- 
ance on «ie new management firm? Or on tlie former 
owners? Who ‘relied” on whom for whose “profit”? 

One other contract may be said to have had any sub- 
stance. It related to a previously negotiated commitment 
tor electrical work within the building at fixed prices for 
specified upgrading. Again, for whose “profit” was that 
reliance intended? Did it benefit the electrical contrac- 
or, or the tenants? The former owners had no interest 
in the matter and their efforts in malting the arrangements, 
as in the case of the management contract, was solely to 
facilitate the transfer of operational control to the new 
tenant-owners without precipitate changes or confusion. 


Tim remaining of the “at least nine contracts,” to which 
the District Court points in such dismay, were .of such 
small substance or weight as to scarcely bear the burden 
of argument which the opinion below would impose upon 
them under the How ey test. They included termvmble 
contracts for maintenance or services with exterminators, 
a cable television company, an elevator maintenance com- 
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pany, a coin operated laundry 
ices contract.*® 


contract and a water serv- 


While stating the need for an analysis of economic 
“reality,” the District Court’s opinion scarcely does so. 
Quite the contrary, its efforts to force the fact situation 
here presented into a Procrustean bed of compliance with 
Eowey loses sight of the realities which are actually pre- 
sented. 


POINT III 

The District Court erred in its mechanical applica- 
tion of statutory language, in its failure to follow 
' clear SEC policy interpretations as supp^ted by Con- 
gress, and its refusal to follow an earlier decision in 
the same District 

The District Court apparently felt itself bound by the 
fact that part of the title documents transferred to pur- 
chases was denominated “stock.” Such a mechanical test 
is neither required nor appropriate. 

In doing so, the District Court characterized the enun- 
ciated positions of the Securities and Exchange Commis- 
sion in a manner inconsistent with their treatment by Con- 
gress and the courts. That was equally improper. 

Apparently itself recognizing the infirmity of the first 
branches of its opinion, the District Court then went on 
to find compliance with the Howey tests, distorting those 
facts beyond the ordinary and common sense meaning of 
the terms and words employed. 

None of these errors had been made in another decision 
in the same District only a short time prior to the deci- 
sion below. That decision was by Pierce, D.J., in Forman 


A full description of these contracts is printed in the Offerinc- 
Plan (App. 97a). 
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1973) , 73 Civ. 3980 (Slip Opinion No. 39805, Sept. 6, 1973) 
In that case, mth which District Judge Stewart differed 
m Ins opinion below, the Court correctly analyzed all of 
the test components which should be properly applied here. 
The Court in Forman clearly rejected any mechanical test 
based en the use of the word “stock” or any other word. 

“[TJhis Court must, at a minimum, look through the 
name of an instrument to its essential characteristics 
and determine whether it fits the standardized, well- 
settled meaning of ‘stock.’ ” Slip. Op. at p. 18. 

The Court in Forman then went on to recite the policy 
development, as reflected in the previously discussed SEC 

-pect to real estate sales and 
r Court in Forman pointed out the 

inapplicabihty of the Boivey tests of “investment contract” 
to a cooperative housing situation. 

Coiitt fi! reasoning may be. Supreme 

ferZ fW J^ffisJative documents con- 

thlt tb securities laws convince this Court 

at the weight of authority is against it. This Court 

fedora 7 1- principle that 

deral securities laws, as remedial legislation, must 

effectuate the purpose of Con- 
gress Tcherepnm v. Knight, supra at 336 and is 
nundful that to further the objectives of CongLs 
the securities laws must be viewed as ernbodyfng a 
flexible rather than a static principle one that i« 
capable of adaptation to meet the countless and vari- 
able schemes devised by those who seek the use of 
°^hers on the promise of profits. S.E.G. v. 

n. Service, Inc., supra, Slip Op. p. 40-«, 
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Howey, mpra at 299. Yet, it seems certain that Con- 
gress never intended to stretch the scope of the se- 
curities acts outside the commercial world and its 
fungible valuables, to the imcharted and unchartable 
realm of intangible, elusive personal values where one 
man’s balm may very well be another’s bane. 

“The legislative history of these acts, on the con- 
trary, indicates that the intentions of Congress were 
focused on the powerful inducement of cold, hard 
cash and anything which could be converted to it 
through the conamercial ingenuity of man. It is the 
abuse of this inducement, this motive, from which 
Congress believed investors needed protection, both 
for their well-being and for the health of the nation’s 
commercial enterprises and its economy.” Slip Op. 
at pp. 24-25. 

The District Court below casually dismissed the ap- 
plicability of the reasoning in Judge Pierce’s opinion by 
a claim that the “elements of state control and non-profit 
made [Fornian\ materially different.” This disregards 
tile detailed policy aijalysis offered by Judge Pierce and, 
in, light of the strained, definition given to the concept of 
“profit” in the opinion lelow, it is hardly adequate grounds 
for distinction. Simdarly, the “state control” present in 
Formm is an inadequate basis fpr distinction. If such 
“control” by local authority is to become the touchstone, 
then the compliance procedures imposed under the Beal 
Estate Syndication Act are appropriate to that task. 

Moreover, it may be noted that even if it should be deter- 
mined on appeal to this Court that the Forman decision is 
erroneous, there are adequate factual distinctions which 
would remain to support reversal here even in the face of 
reversal in Forman. 

In Forman, the sales of apartments v/ere made to over 
15,000 purchasers (and presumably more offerees) who 

i i 

i! 
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were by defimtion in limited income brackets, and offered 
apartments in structuires to be newly constructed. None- 
theless, Judge Pierce found the federal securities laws in- 
applicable. In the case at bar, the sales were made of apart- 
ments in an existing structure, to approximately (10 pur- 
chasers, many of whom had lived in their apartments in the 
building for many years, and who were persons in an eco- 
nomic bracket where the availability to them of legal, ac- 
counting, or real estate professional advice might be more 
readily assumed. Thus, even if the equities should require 
that the numerousness of purchasers and offerees and their 
posture in Forman brings that case within the federal secu- 
rities law, there are no such compelling reasons present 
here and reversal of the District Court determination would 
remain appropriate. 

POINT IV 

Sound j^icial policy and administration require 
that plaintiffs complaint be dismissed as jurisdiction 
of this matter should remain in the state courts. 

The Court below correctly noted that this is a case of 
nrst impression.-^ Although the cooperative form of apart- 
ment ownership has been in common use for many years, 
until now the issue presented here has never previously 
been decided by a federal court at either die trial or ap- 
pellate level. 

This lack of precedent is significant. It offers the clear 
mphcation that heretofore litigants have correctly treated 
the sale of residential apartments as sales of real estate, 
not of securities. As noted su/pra, fns. 2-3, in New York 
City alone there have been numerous cooperative hous- 
ing unite sold since the enactment of the federal securities 
laws, From these sales have arisen many disputes and 

” 365 F. Supp,, at 1173. 
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much litigation. Yet, neither plaintiffs nor the District 
Court can point to a single instance in which a federal 
court has held that a transaction such as this constitutes a 
, sale of securities under the federal securities laws. 

I During Jiat period of time, an extensive number and 
: variety of actions have been tried. They have involved all 
maMer of disputes over offerings, sales, rights, or repre- 
sentaihons. Yet, they uniformly treated real estate sales 
as what they are. Those litigants recognized, as appel- 
lants here contend, that this dispute can be fully and fairly 
determined between the parties in a proceeding in the 
courts of the State of New York. To burden the federal 
courts with an unnecessary burden of litigation involving 
real estate matters, traditionally and essentially a concern 
of state governmental agencies and courts, on the basis of 
mechanical analysis of statutory language is not a result 
intended by Congress, nor would it be consistent with judi- 
cial or administrative interpretation, or faithful to the fed- 
eral system of concurrent jurisdiction. 

As shown by its enactment of the Interstate Land Sales 
Full Disclosure Act, discussed supra, at pp. 15-17, Con- 
gress when it intends to do so specifically and directly re- 
qi^es federal regulation of real estate transactions. If 
the sale of real estate is to be brought within the ambit of 
me federal securities laws, it must be accomplished by the 
Congress. Judicial restraint requires that the federal ju- 
diciary recopuze that the unprecedented expansion of the 
term “security” to include commmon, everyday real estate 
transactions is the province of Congress. 
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CONCLUSION 


For the reasons given, die order and opinion of the 
District Court should be reversed and the matter re> 
manded with directions to dismiss the pending 
complaint. 


Eespectfully submitted, 
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